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The author of this paper which was originally presented at the
December meeting of the Cleveland Chapter is resident Manager
for Touche, Niven & Company in Cleveland. He admits that he
was born in St. Louis, Mo., and went to school there. In 1915
he graduated from the School of Commerce and Finance, of St.
Louis University. He was attached to the St. Louis office of Price,
Waterhouse & Co. for a few years. During this time, he served
through the bloody campaign on the Mexican border in 1916, as
a member of the First Missouri Infantry. He received a C. P. A.
degree from Missouri in 1918, another from Arkansas in 1919 and
a third from the great state of Ohio in 1921. In other words,
it might be said that he is a C. P. A. of the Third Degree. He was
in the Air Service during the war and immediately after being
mustered out joined the staff of Touche, Niven in Cleveland where
he became Manager in 1920.

PRICING THE INVENTORY
It is not the purpose of this paper to deal with the mechanical
process of assigning prices to individual items, but rather with the
principles according to which prices should be determined, and
the method of handling, for book and statement purposes, the
“write downs” which may be made necessary by anticipated de
clines in replacement or production costs. We shall not concern
ourselves with principles of cost-finding, but we shall look into
the question of whether a manufactured inventory should neces
sarily be priced at cost, at the close of an accounting period, or
whether there may be some sounder basis.
There is perhaps no more important item in a balance sheet,
than the inventory. It receives paramount consideration from the
banker, from the credit man, from the alert executive, and even,
although perhaps too infrequently, from the investor. It is also
one of the most important elements in the computation of profits
or losses.
As to the quantities contained in inventories, there are not
many problems. Except in cases of fraud, quantities are usually
faithfully and accurately reported, although there are occasional
serious omissions or duplications. But as to prices, the problems
are numerous. The effect of a large inventory valuation, as com
pared with a smaller valuation, upon the profits, is generally well
understood in business circles; and it is to the adjustment of values
that recourse is usually had when it seems necessary or advisable
to alter somewhat the profits or losses from a period’s operations.
To say that it was a common practice to deliberately value inven
tories to suit the circumstances would be to grossly misstate the
fact, but the attitude of the merchant or manufacturer toward his
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inventory naturally depends upon whether he feels prosperous
enough after the year’s operations to slash off a bit of the profits
for the sake of conservatism, or whether on the other hand, the
pinch of depression has made him eager for an extra dollar of profit.
Realizing the importance of correctly stating the profits for
each year, and understanding the role played by the inventory in
a computation of profits, we must choose a safe middle course be
tween a too liberal valuation, and one that is too conservative. The
too liberal valuation results in window dressing, which may be
entirely unintentional, while the too conservative one puts the
business so far on the safe side as to distort the picture.
What, then, is the safe middle course? Generally, it is cost
or market value, whichever is lower, although there are some im
portant exceptions to which we shall allude later. Criticism of this
principle has frequently been made on the ground that it is one
sided, that is, the result is to take into account unrealized losses,
but to deny unrealized profits. Such is the case, but it is generally
conceded to be poor accounting and financial practice to anticipate
profits, while, on the other hand, conservative management de
mands provision against imminent but unrealized losses.
Determining the market price is not so simple as it may seem.
Quotations may be had at practically any time, to be sure, but they
may prove to be only a starting point in the bargaining process
between buyer and seller. In a badly demoralized market like that
of 1921, the buyer with ready cash can frequently purchase at less
than the cost of manufacture; yet no sane seller would quote prices
below his cost, unless he was forced to liquidate all or part of
his inventory. The Treasury Department of the United States has
given us an almost ideal definition of market value, which reads
as follows: “Under ordinary circumstances market means the
current bid price prevailing at the date of the inventory for the
particular merchandise in the volume in which ordinarily pur
chased by the taxpayer.”
Some enlargement might, perhaps, be made upon the defini
tion, to suggest that, for inventory valuation purposes, the trend
of the market should also be recognized, as well as the market
price prevailing on a specific date. But more important is it to
have regard for that part of the definition which says that the
price shall be that which applies to the volume in which purchases
are ordinarily made. This is probably the most difficult, and yet
the most essential factor in the determination of the market price,
and it is very frequently overlooked altogether. A good many of
the market values used in pricing inventories are taken from trade
papers, and do not always represent quotations which could be
procured for quantity purchases.
What has been said thus far, chiefly concerns purchased
inventories, such as those of trading companies, or the raw material
inventories of manufacturing companies. The same principle ap
plies, however, to a manufactured inventory, though the approach
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to the problem is from a somewhat different angle. In periods of
depression, or in slow markets, it is not uncommon to find manu
facturers selling at an unusually small margin over cost, or perhaps
at even less than cost. An inventory valuation which failed to take
such circumstances into account would neither constitute a proper
basis for calculating profits, nor could it be included in the balance
sheet without, to some extent, destroying that statement’s value as
a picture of the financial standing of the business.
The market price of a manufactured inventory, if the market
is competitive, should be based upon average quotations or less,
minus a percentage which will cover selling and administrative ex
penses, and allow a fair margin of profit. If the market is non
competitive, or a monopoly, the inventory valuation should be the
price which will move the product in quantities sufficient to render
operations profitable, minus an allowance for expenses and profit.
In each instance, the basic prices used should be those which would
enable sales to be made in quantities necessary for successful
operations.
It may be contended, perhaps, that there are times when
such quantities cannot be moved at any price. Such a situation
may prevail in isolated cases but a survey of national production
during the years 1909 to 1918 inclusive, the results of which were
published by the National Bureau of Economic Research, led to
the conclusion “that the worst years fell 15 to 20 per cent below
the best, and something like 8 to 12 per cent below the moderately
good years.” Assuming that these percentages are reliable, and
it is doubtful whether the report would have been sponsored by
the agency mentioned unless they were, it would seem that, gen
erally speaking, there is always a market, provided goods are
priced right.
The principle of pricing just enunciated is not new, nor is it
impractical. It has been adopted quite extensively, during recent
years. Department stores, whose business is, of course, vastly dif
ferent from that of manufacturing, but whose inventories must
nevertheless be valued according to the same general rules, have
adopted the principle in increasing numbers. There, inventories
are taken at retail prices, to be later reduced by the percentage of
mark-up which represents the difference between cost and the
first-marked selling price, or the margin required to cover ex
penses and profit. When merchandise proves unsalable as first
marked, it is reduced as far as necessary to move it. At inventory
time, it is listed at the reduced prices, but no adjustment is made
in the mark-up percentage, because of the price revision. The
application of the mark-up percentage in reduction of all retail
prices, then, has the effect of automatically reducing the inventory
to cost or market, whichever is lower. The practice has received
wide-spread recognition in department stores, and has even been
recognized in the United States Treasury Department as a proper
method of accounting, for income and profits tax purposes.
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A note of warning must again be sounded in connection with
the use of cost or market price, whichever is lower. If inventories
are reduced to market at the close of one year, and the market
rises in the succeeding year, the latter year may be given credit
for profits to which it is not entitled. To avoid this possibility,
we must have our eyes to the trend of the market, as well as to
the price prevailing at inventory date.
It will be seen that our theoretically perfect rules of valuation
cannot be applied, without modification, in all cases. Judgment
and discretion must supplement the rules, in order that a valua
tion may be placed upon the inventory which not only will fairly
represent its worth for balance sheet purposes, but which also
can be used as a fair basis for the assignment of profits to two
successive years.
There are some special considerations in connection with in
ventory valuations to which brief attention might well be given.
In the simplest kind of manufacturing, where the process is
continuous, and the product uniform, it is usually the practice
to determine costs by dividing the total manufacturing cost by the
number of units produced. At inventory time, in such cases, it
is necessary to review the year’s costs, to ascertain whether any
changes during the year in the scale of wages or in the prices
of materials, have caused average costs for the year to differ from
current costs. Where such differences are found, and current costs
do not seem abnormal, it would be better to price the inventory
at the average costs developed in the period required to produce
the inventory, rather than at average costs for the year.
Related to this question is that of attempting to absorb all
overhead in the cost of manufacture for a given period. During
depressions, when the volume of production falls off, the amount
of overhead per unit of manufacture naturally rises. At the same
time, the market value, as indicated by the selling price, declines.
An attempt to absorb all the overhead, in these circumstances,
leads to an overvaluation of inventory. It is one thing to know,
for statistical purposes, what the product has cost, including all
the overhead, but it is another thing to know the value which can
safely be placed upon the product.
In large scale manufacturing operations, it is frequently found
that important units of the enterprise are expected to show profits
on the work they perform. Thus we find one subsidiary company
selling to another, at a price which yields the first company a
profit on its manufacture. The second company considers this
price to be the cost of its raw material, and perhaps, in turn, fixes
its selling price to still another subsidiary so as to show a profit.
For the purpose of consolidated financial statements, all such inter
company profits, must be eliminated both from the inventories
and from consolidated profits. It is usually most convenient to
accomplish this result by means of reserves.
Valuations of damaged materials, unseasonable or obsolete
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stocks, or shop-worn or deteriorated stocks merit careful considera
tion. Depending upon the nature of these stocks, they may some
times be fairly valued as job-lots, in which case the valuation will
be more or less arbitrary, while in other instances they may be
valued at the cost of first class materials or product, minus the
cost of reconditioning. In the case of obsolete manufactured prod
ucts, the question is whether or not they can be reprocessed, and
thus made like current products. If so, their inventory value may
be the current cost of production, minus the cost to reprocess. If
not, their value must not exceed what they would bring as junk
or scrap.
In valuing raw materials, or merchandise, where cost is ap
plicable, it is customary to add freight and duty to the invoice
cost, and sometimes to add handling charges. Freight and duty
can usually be assigned to specific shipments, and they are usually
of some consequence, for which reasons, they are frequently added
to invoice cost. Handling charges, ordinarily, are not of such con
sequence, and, if distributed at all, must nearly always be assigned
in some arbitrary proportion, wherefore they are usually not added
to invoice cost.
The mention of duty brings us to the question of how to value
foreign purchases, when rates of exchange are subject to fluctua
tion. It might be said that there is no unanimity of practice in
this respect. There seems to be fairly general agreement upon
the practice of converting the invoice cost at a rate of exchange
which prevails on a certain date, and allowing any difference be
tween that rate, and the rate at which bills are subsequently
bought, to be carried to profit and loss. The lack of uniformity is
in the selection of the date as of which the conversion is made.
In some instances the date chosen is that of the purchase order,
or commitment; in others, it is the date of the invoice; in still
others, it is the date of receipt of the goods; while, in some cases,
the prices are not converted until exchange is purchased, and the
bills paid. I would venture the suggestion that foreign purchases
be converted at the rates prevailing on the date of the purchase
order, for the reason that the buyer has, at that time, a conception
of the value in United States funds, at which he can dispose of
the material when received, or at which he can afford to manu
facture, and his conclusion to buy or not to buy abroad, probably
depends entirely upon the current quotations for foreign funds.
This argument may not be so sound in cases where businesses must
look to foreign markets for their supplies of materials, but where
the buyer has any choice in the matter of foreign purchases, it
would seem to have merit.
There is also some lack of uniformity in the matter of treating
cash discounts as deductions from invoice cost for inventory pur
poses. Let us assume that two purchasers each buy the same ma
terials at the same prices, but that one is well enough supplied
with cash to discount his bills, while the other requires the full
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credit period, and cannot discount. We can see that if cash dis
counts are to be deducted from invoice cost, to fix the inventory
price, the buyer who discounts will be at a disadvantage as com
pared to the one who cannot: the discounted inventory will have
the lower valuation in the two balance sheets. Yet, as between the
two, the buyer who discounts is probably in the better position,
and is entitled to the better financial statement. This would seem
to make a good case for the practice of valuing inventories at in
voice cost, and considering cash discounts as an earning of the
financial department.
Consignments are sometimes found in inventories, at selling
prices. To so price them is to take up an unrealized profit. There
is some justification for adding transportation charges to a distant
point, to the cost of a consignment, provided that the value of
the goods has been enhanced in the location where it stands, by the
shipping expenses. But there is no justification for adding any
thing else to the cost.
Likewise, inventories applied to specific sales orders are some
times valued at selling prices. Ordinarily title to materials does
not pass to the purchaser at least until the materials are delivered
to a carrier. The sale is not consummated, therefore, until so
delivered, and to take the materials into inventory at selling prices,
is to anticipate profits.
It remains to discuss the method of handling “write downs”
for bookkeeping purposes. The end can be accomplished either
by reducing prices on the face of the inventory, or by establishing
reserves to cover the difference between cost and market or in
ventory values. The Treasury Department has held, repeatedly,
that if a taxpayer wishes to adopt the basis of cost or market value,
whichever is lower, he must apply the principle to each item of
the inventory, individually, and not to the inventory as a whole.
It is, in most instances, advisable to follow the instructions of the
Treasury Department where there is no conflict with good account
ing practice. In this instance there is no conflict.
Moreover, if a reserve is established, great care must be ex
ercised in a succeeding year, to see that the reserve is applied
against the cost of sales, as the items contained in the opening in
ventory are charged to cost of sales, at cost. It is not always easy
to accomplish this application of the reserve accurately. The better
procedure would seem to be to make the reductions on the face
of the inventory, but to make them in such a manner that both
the cost and the marked down value become a matter of record.
When we come to the preparation of the profit and loss ac
count, it is good practice to so construct the cost of sales section
that only cost of sales is there reflected. Inventory adjustments
can well be stated separately to avoid confusion as to why the
results from operations were as stated.
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